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EXECUTIVE SUMMARY

Therelativefinancial strength of the key companiesin the telecommunicationsindustry has
changed dramatically over thelast 30 months, from December 31, 1999 to August 28, 2002.
Once high-flying new entrants are either bankrupt or a mere shell of their operations during
the high growth period of the competitivelocal exchange segment of thetelecommunications
industry.

INTRODUCTION

This Techni cal Docunent is provided by QSI Consulting (“QSI”) to highlight the
tremendous decline in the market value of the competitive telecommunications industry
sincetheend of 1999. Thismarket capitalization analysis cal culates the dramatic changein
market value of the CLEC industry over the period of December 31, 1999 through August
28, 2002, based on the value of the common shares held by investors. For the IXC, CLEC
and carrier’ s carrier segments, the total declinein market capitalization over thisperiodisa
staggering $554 billion, or 88%." The data for just CLECs, excluding IXCs and carrier's
carriers, is $158 billion, or 91%.

l. DESCRIPTION OF ANALYSIS

QS created an analysis of 44 compani eswhich comprisethe vast majority of publicly traded
CLECsand the four RBOCsto demonstrate the disparate financial strength of new entrants
versus incumbent carriers. Market capitalization as of December 31, 1999 was used asthe
baseline valuein thisanalysisfor two primary reasons: (1) thispointintimewasstill within
the bull market period before the first significant market correction took place in the first
guarter of 2000; and (2) the components necessary to calculate market capitalization,
common shares outstanding and market price, were both readily available from publicly
available sources such as websites that provide current and historical price quotes and
Securities Exchange Commission (* SEC”) filings.

The companiesincluded in the analysis were classified into three categories:

(D) CLECs & Wholesale Suppliers

This category includes CLECs and wholesale suppliers. Not included are the CLEC
divisions of the magjor IXCs—they areincluded in the third category described below. (The
companiesincluded in this category are identified in Attachment 1.)

2 RBOCs
This category includes the four RBOCs: Qwest, SBC, BellSouth, and Verizon.

3 Major I XCs—CLECsand Carrier’sCarriers

! Table 1 summarizesthe changein market capitalization for CLECs, RBOCsand I XCs. Attachment 1
provides a detailed calculation for each company included in the analysis.
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This category includes the magor IXCs: Williams Communications, Level 3
Communications, Global Crossing, Sprint, WorldCom, and AT&T.

These categoriesmirror the groups of companiesthat are compared and contrasted withinthe
Kellogg-Huber Report of April 5, 2001, Competition for Special Access Service, High
Capacity Loops, and Interoffice Transport, attached to the petition filed by Verizon, SBC
and Bell South beforethe FCC to berelieved of their obligationsto provide unbundled access
to high-capacity facilities? Major IXCs such as AT&T, WorldCom, Sprint, Level 3,
Williams and Global Crossing that also operate as CLECs and carrier’s carriers were
separated from the CLECs & Wholesal e Suppliers category because the nature and scope of
their operations are quite different from the other CLECs.

The Debt to Equity ratio was a so determined for each company over the sametime period to
measure changes in relative financial strength based on the amount of debt used to fund
operationsversus stockholder’ sequity. Largeratiosor ratiosthat increase over timeindicate
declining financial strength as debt becomes a larger component of the firm's capital
structure. This can be attributed to a greater use of debt as equity markets dry up, declining
stockholder’ s equity as aresult of accumulated operating deficits, or acombination of both.

. DISCUSSION OF ANALYSIS
The analysis demonstrates that the competitive carriers have suffered seriousfinancial setbacks

over thelast two and one-hdf years. Thedeclinein market capitaization for thethree categories,
CLECs & Wholesde providers, RBOCs and Mgjor IXCs, is summarized asfollows:

TABLE 1
CATEGORY DECLINE IN % DECLINE IN
MARKET MARKET
CAPITALIZATION | CAPITALIZATION

Category 1: $ (157.6) Billion -91%
CLECs& Wholesale Providers
Category 2: $ (271.3) Billion - 55%
RBOCs
Category 3: $(396.1) Billion -87%
Major IXC - CLEC/ Carrier’s
Carrier

A more detailed breakdown of the declinein market capitalization for these three categories
of carriersisfound in Attachment 1. The summary results are illustrated in Charts 1 — 4
below. Charts 1 and 2 compare the decline in market capitalization among the three
company categories on both a dollar and percentage basis. Charts 3 and 4 depict the

2 See Joint Petition of BellSouth, SBC, and Verizon for Elimination of Mandatory Unbundling of High-
Capacity Loops and Dedicated Transport, CC Docket No. 96- 98, DA 01-911, April, 2001.
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increasing dominance of the RBOCs as their market capitalization accounts for a greater
share of the overall competitive telecommunications industry market capitalization.
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CHART 1

Market Capitalization Decline: December 31, 1999 to August 28, 2002
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CHART 2

Percentage Market Capitalization Decline: December 31, 1999 to August 28, 2002
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Sincethe market capitalization decline of the CLECsand IXCsissignificantly greater than for the
RBOCs, the relative value of each group to the tota of the three groups combined has aso
changed dramatically. Thefollowing piechartsillustratetheincreasingrelativefinancia strength

of the RBOCs over thelast 32 months:

CHART 3
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CHART 4
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It is clear from Charts 3 and 4 that the financia strength of the remaining four RBOCs is
increasingly dominating the telecommunications industry as their share of total market

capitalization has nearly doubled.
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1. IMPACT OF BANKRUPTCY FILINGS

Of the 40 compani es comprising the CLEC and I XC categories (Categories1 and 3), 18 have
filed for bankruptcy protection since December 31, 1999 with seven of these filings
occurring inthelast six months.® A few of the carriersthat initially filed for protection have
since closed down their operations and sold off their assets to competitors. The number of
CLECs and IXCs that have reported negative stockholders’ equity due to accumulated
operati ng4deficits increased to 28 as of August 28, 2002 compared to eight as of December
31, 1999.

Some of the reasons for the numerous bankruptcy filings include decline in demand, over-
investment, large debt burdens, aggressive business expansion, and questionable accounting
practices. However, one cannot overlook the impact that RBOC anti-competitive behavior
has had on CLEC cash flow and profitability. CLECs have (1) spent atremendous amount
of time and money on litigating provisions of the Telecommunications Act of 1996 and
subsequent FCC orders, (2) faced excessive prices for the critical network elements and
central office space required to provide local exchange service, and (3) experienced
significant delaysin achieving the critical mass necessary to pay for the investment required
to operate a telecommunications network due to inadequate RBOC operational support
systems and RBOC claims of facility exhaust.

While it is concelvable that a company filing for protection under Chapter 11 of the
bankruptcy code will improve its balance sheet after shedding debt and restructuring its
operations, the equity investment community may no longer support this company after
losing their previous investment in the bankruptcy filing. Two CLECs that have emerged
from bankruptcy protection, McLeod and Covad, have yet to see any significant rebound in
their Etock price. Both are trading at less than 2% of their closing price on December 31,
1999.

V. VIEWSOF THE FINANCIAL MEDIA

The collapsein market value of the competitive telecommunicationsindustry, including long
distance, which is apparent from the financial data, has been duly noted by the financial
community and the press. Not aday goes by without some pundit or another commenting on
the dismal state of telecommunications competition. Asone analyst concludes:

3 See detailed listing of bankruptcy filing dates on Attachment 1.

4 The 28 carriers with Stockholder’ s Deficits as of August 28, 2002 include carriersthat have filed for
bankruptcy since December 31, 1999.

° See Attachment 1 to this Technical Document. McLeodUSA closed at $0.39 per share for a market

capitalization of $63.4 million as of August 28, 2002 compared to a share price of $58.88 and market
capitalization of $27.8 billion as of December 31, 1999. Covad closed at $1.06 per share for amarket
capitalization of $233.6 million as of August 28, 2002 versus a share price of $55.94 and market
capitalization of $5.3 billion as of December 31, 1999.
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In telecommunications, we are rolling back the competitive progress made over
thelast ten years— disabling the enabling industry of economic growth whenwe
need it most.®

Other articles go so far asto declare the entire competitive effort to be afailure and note that the
RBOCs have dowly but steadily out-maneuvered their would be competitors. A 2001 articlein
The New Y ork Times declared that the battle is over:

Of the Baby Bell local phone carriers, once seven in number, three [sic]
remain — Qwest Communications, SBC Communications and Verizon
Communications — and they are by far the most powerful and important
communications companies in the nation. The corporations once known as
long-distance carriers, like AT&T, are shells of their former selves. ... The
Bells — the race's tortoises — have won.”

The potential danger to the nation’ s economy cannot be overstated. Asiswell recognized, the
telecommunicationsindustry isacritical component inthe* high-tech engine” that has propelled
our economy forward over aperiod longer than any other inmoderntimes. That “engine’ isnow
at risk of being usurped -- asanatura result of the corporate quest for profit maximization -- by a
small group of very powerful companies. the RBOCs. AsWired magazine notesin yet another
article on the demise of the competitive telecommunications industry:

The Bells own 88 percent of the local linesin the US and upgrade on their
own terms — conveniently, after most of their competitors have died off.2

V. NEED FOR REGULATORY OVERSIGHT

Whatever may be the merit of these somber prognoses, the fact remains that the competitive
telecommunicationsindustry isstruggling to survive. Inthewar of atrition waged by the RBOCs
againg their competitors in the market place, in the U.S. Congress, the courts, and before
regulators, it has not gone well for the CLEC industry and the financia community knowsiit.
Regulatory policiesareacritical component of theoverall landscape, and itismost important that
regulators stand firm -- now morethan ever -- against al attemptsonthe part of thelLECstoraise
barriers to entry any further. Unfettered access to the critical network elements required to
provision competitiveloca exchange serviceisrequired at just and reasonable cost-based ratesif
the CLEC industry is to survive and present consumers with a sustainable aternative to the
incumbent LEC.

6 Brian Adamik, Y ankee Group, The Death of Competitive Telecom? CBSMarketWatch, May 3, 2001.
! Seth Schiesel, Stting Pretty: How Baby Bells May Conquer Their World. The New York Times,
Money& Business, Section 3, page 1. Sunday, April 22, 2001.

Frank Rose, Telechasm: Can we get to the future fromhere? First we have to get telecom out of the
Sone Age. Wired, May 2001, page 131.
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ATTACHMENT 1

COMPARISON OF MARKET CAPITALIZATION



